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The National Association of Cost Account- 
ants does not stand sponsor for views expressed 
by the writers of articles issued as Publications. 
The object of the Official Publications of the 
Association is to place before the members 
ideas which it is hoped may prove interesting 
and suggestive. The articles will cover a wide 
range of subjects and present many different 
viewpoints. It is not intended that they shall 
reflect the particular ideas of any individual 
or group. Constructive comments on any of 
the Publications will be welcome. 


Additional copies of this Publication may be 
obtained from the office of the secretary. The 
price to members is twenty-five cents per copy 
and to non-members seventy-five cents per copy. 


= 
2 
i 
| 
if 
je 


EDITORIAL DEPARTMENT NOTE 


A great deal has been written on the subject of the 
analysis of financial statements but for the most part 
it has been confined to the analysis of published statements 
of a concern, leaving little said on the side of internal 
analysis. This is somewhat logical in view of the fact 
that the training in accounting courses has also been 
very largely directed at the problems of the external as 
opposed to the internal accountant. This subject is always 
interesting for there is practically no one who would 
fail to profit by some knowledge of it since we are 
in some measure, interested in the financial strength o 
American business concerns. 

The author of our paper this time has taken a different 
point of view in presenting this problem, for he has taken 
the profit and loss statement and balance sheet as it 
might be prepared for general digestion and instead of 
applying analysis directly, he has assumed himself to be in 
the position of an internal accountant working back from 
the published statements to get essential information to 
explain matters that appear in these published statements. 
It is this point of view which is necessary for all con- 
trollers and others interested in the internal affairs of 
corporations to adopt to be of greatest service to their 
management. 

Mr. George Rea, the author of this paper, is a member 
of long standing in the Association and has been a familiar 
figure for a number of years at our several Nati 
gatherings. He is a native of the State of Ohio and was 
at one time a student at Ohio Wesleyan University. He 
has had a varied experience, starting out in Canton, Ohio, 
in 1898 with the Bonnot Co. In January, 1901, he trans- 
ferred his affiliations to Rogers Brown & Co. of Buffalo 
and became the Managing Clerk of their New York 
office. In 1910 he became Chief Accountant of the Siss- 
mer Magneto Co., Bloomfield, N. J. and was later made 
Assistant Treasurer of that firm. From 1913 to date he 
has been in the public accounting field and has been with 
Touche, Niven & Co. since 1919. At'the present time he 
is Staff Manager for that organization. He was Presi- 
dent of the New York Chapter of our Association in 
1926-27 and is still a very active member on the Board of 
Directors. His paper was delivered before the Pitts- 
burgh Chapter. 
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THE INTERPRETATION OF FINANCIAL STATE. 
MENTS FOR PURPOSES OF MANAGERIAL 
CONTROL 


| aoe our purpose tonight, I do not understand that the subject 
| refers to the interpretation . f any balance sheet or other finan- 
cial statement that may come to our attention, as, for example, one 
in a prospectus of a bond house or stock broker. Rather, I pro- 
pose to take the position that “The Interpretation of Financial 
Statements” means for us the reading or studying of the balance 
sheet and the profit and loss account of the business with which 
each of us is connected with such an understanding that we can 
advise the board of directors or the executive officers how they can 
increase the profits of the enterprise and improve its financial 
condition. 
The form in which we ordinarily see financial statements is bet- 
ter adapted to the use of the banker, the broker and the promotor. 
Their interest in the financial condition of industrial corporations 
has grown with the enormous increase in the amount of borrowed 
capital with which business is now being done, with the merging of 
corporations, and with the enormous increase in the number of 
stockholders. The balance sheet is the point of contact from which 
all of these individuals derive their knowledge of the affairs of 
the corporation. In it the banker sees the ratio of the current lia- 
bilities to the current assets with which those liabilities will be 
liquidated upon their maturity. If his loan is one of long term, 
he is usually content to note that the margin between the aggregate 
current liabilities and current assets has not lessened, either actually 
i or relatively. The broker looks also to see if the value of all other 
assets is an adequate backing to the amount of capital stock out- 
standing or to be issued presently. He also looks to see if the profit 
| and loss statement shows a handsome margin of net profit which 
will give the stock a high market value. The stockholder is in- 
terested more ordinarily in the profit and loss statement, to see if 
dividends will be paid, will continue to be paid or if he may expect 
a larger dividend than has been paid heretofore. 
The interest of the comptroller or other financial executive is 
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quite different from that of the banker, the broker, the promotor 
and the stockholder. While the latter may be satisfied that the 
financial condition of the enterprise is sound, the financial execu- 
tive must know its power both active and latent if he would im- 
prove that position or even maintain it. The financial statement in 
the commonly accepted form gives him only the faintest clue to the 
existence of these powers. It may be considered as a snapshot of 
a rapidly moving body. It indicates nothing of the nature of the 
work that has been done to bring the enterprise into the condition 
thus pictured. Even a comparison of two balance sheets of dif- 
ferent dates permits one to see only the effect of the work that has 
been done in the interim. If one would learn what has brought 
about the picture thus presented and of the work that will be re- 
quired to create a new picture in which, say, the liabilities will be 
reduced, certain needed additions to the equipment will have been 
acquired or larger profits made available for distribution to the 
stockholders, he must seek elsewhere for this information. How- 
ever, the additional information thus to be sought is intimately con- 
nected with the financial statements, in fact it has been used to 
compile them. The balance sheet and relative profit and loss ac- 
count are, accordingly, the natural approach to the more detailed 
data which you need to help you guide the affairs of the enterprise 
into more profitable channels. 

Having delved into the underlying details, having absorbed their 
import and having been inspired with the possibilities they have 
disclosed, you will yet probably have to use the standard form of 
financial statement in your discussions with the executives and the 
board of directors. So we come back to the subject of the evening, 
the interpretation of financial statements in the standard form. 

It may seem sacriligious to suggest that these statements pre- 
pared under your supervision need be interpreted to you. Not so. 
Present day business is so wide spread and complex that the ac- 
countant or comptroller can no longer plead that he and the owner 
or owners of the business know all of its details and it is therefore 
not necessary that the financial transactions should be carefully 
and minutely analyzed. Furthermore the accountant is just as 
prone as anyone else to fall into the habit of doing things in the 
way in which they have been done heretofore and of overlooking 
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the possibility that a transaction is not of the ordinary kind or 
that conditions have changed so that they now have another aspect 
that calls for a new set up in the accounts, © 

Keen competition and the lessening margin of profit call for the 
utmost accuracy in the set up and the highest degree of understand- 
ing, of the exact condition of affairs in the business. It is not 
enough to have a periodical check-up to find possible errors and 
correct them. Based on the apparent showing, new ventures may 
have been made and new obligations incurred based on values ap- 
parently sound and reasonable but which will later prove not to 
have been for the best interest of the enterprise and then it will be 
too late to bring in the added profit or secure the better terms that 
would have been possible had the truth or all of the facts been dis- 
closed properly. 

And so it behooves the bookkeeper who records the transactions, 
the accountant in charge of the financial departments, the comp- 
troller and the treasurer to have the accounts set up with great 
detail and with the utmost accuracy; to have the periodical state- 
ments supported by detailed schedules showing clearly that no item 
in the condensed statement is a mixed aggregate but is the total of 
a number of like items; to make periodic tests of the accuracy of 
the work that brings the statements to him; in short, to know what 
the statements mean and that they are right. “Knowledge is 
power” is as true in accounting as in any other line of endeavor. 

Let me show you some of the things which we public accountants 
find to distort the meaning and impair the value of balance sheets 
and which can easily do the same to your statements if you are not 
vigilant. As a public accountant looks at the affairs of his client 
from the outside, so must you detach yourself from the work of the 
individuals and departments under your supervision in order that 
you may see them in their true relation to each other and to the 
enterprise as a whole. 

Cash. Of course you expect me to mention the cases where 
some or all of the checks issued on the last days of the year are 
added back to the cash balance and to the liabilities in order that 
the balance sheet may show a larger aggregate of current assets. 
But I shall not dwell on so crude and so ineffective an expedient. 
Indeed, I will cite just a contrary case and plead the need of having 
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full knowledge of your financial affairs and of their latent possi- 
bilities for embarrassment. 

I found one client’s bank account constantly overdrawn to the 
extent of $30,000.00 while the bank’s statements showed a balance 
of approximately $10,000.00. The client had a large number of 
foreign laborers who had not learned the use of a personal bank 
account. Being extremely frugal, they earned much more than was 
needed to maintain their households. They did not cash a check 
until they had actual need of cash. A cashed check would supply 
their need for an incredible length of time. The company had 
checks outstanding for two and three years. Its employees were 
providing it with working capital to the extent of $40,000.00. 

Such a condition requires a full disclosure to the bank. The 
foreigners had a highly volatile nature. They are easily excited, 
lose confidence, become panic stricken. In addition, they are clan- 
nish, and if the suspicion of one is aroused, all act on his suspicion. 
It needed less than half of the laborers to rush to cash their 
checks to make the client’s account with the bank actually over- 
drawn. Under such circumstances, the bank should be acquainted 
with the facts and be permitted to determine the conditions under 
which the potential overdraft could be continued. 

Apart from the client’s duty to the bank was the need for the 
management to have the fullest knowledge of the situation. You 
will say that they had it because their balance sheet showed the 
bank overdraft. But that is not enough. The condition had existed 
for years. It was eased for them by the knowledge of the large 
amount of outstancing checks that in reality had financed their 
business for a long period. What they lacked was the knowledge 
of the growing tendency on the part of older employees to spend 
more money offset temporarily by an increase in the number of 
thriftier new employees. When would the inevitable day come 
that would require the taking up of at least a part of the overdraft? 
What was available to meet the entire overdraft should the em- 
ployees lose confidence or should the bank learn of the situation 
and demand that it be corrected? 

This is representative of the kind of information not always to 
be found in the books of account which the financial executive 
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should have at his command and of the precautionary measures 
which he may find it necessary to take at times. 

Accounts Receivable:..A comparison of the actual and bud- 
geted cash receipts of a corporation disclosed some relatively vio- 
lent fluctuations. It operated under conditions which portended a 
call upon the stockholders for additional capital. Because nearly 
all their customers availed themselves of cash discounts, the bud- 
geted receipts were based in part upon the outstanding accounts 
receiveble and in part upon current unfilled orders. From both 
of these items they deducted cash discounts at their average ex- 
perience rate, for the purpose of their financial forecast. 

Unfortunately, they overlooked the fact that in certain territories 
and on certain products a cash discount was allowed at a rate much 
in excess of their average experience. At times and not infre- 
quently, the volume of business in a given month in that product 
and in that territory was so great a proportion of the total volume 
as to reduce the actual receipts for the budgeted period considerably 
below the sum on which they had planned their disbursements. 

Here is an instance in which the item of accounts receivable even 
when supplemented by the aggregate of unfilled orders was no 
assurance of the amount of funds that would become available for 
current needs. 

Inventories: The balance sheet of a manufacturing corporation 
shows a ratio of current assets to current liabilities of 2 to 1 which 
seems very good. The inventories constitute 70% of the current 
assets and are equal to five months sales which is also not a bad 
condition. The commodity enters into women’s attire and is sub- 
ject to frequent style changes of color. The unsold stock of a 
color no longer in vogue cannot be re-dyed. 

45% of the inventory consists of colors that have not been made 
during the past six months ; less than 3% of this part of the stock 
has been sold during this last quarter. Of the colors made in the 
preceding quarter only (up-to-date styles then, now very much 
passé), less than 20% have been sold during this last quarter. 

Sales of the colors made during the last quarter equalled produc- 
tion, but there was a stock on hand at the end of the quarter equal 
to two months production. What is the value of this inventory, 
which as stated, constitutes 70% of the total current assets? 
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Another manufacturing corporation is told by its sales depart- 
ment that it must carry large stocks in its branch sales offices. At 
August 31, those branch stocks were 207% of the total sales for 
the eight months then ended. In addition there was a stock at the 
factory equal to 287% of the eight months sales, a total inventory 
of finished product equal to 40 months sales. The production for 
the eight months was 156% of the sales for that period. The busi- 
ness is not seasonal, and there was an intensive sales campaign dur- 
ing that period following a previous very successful distribution of 
the product. 

By the way, does your sales department set your production 
schedule and formulate your production policy? 

You see that there are other factors entering into the use of the 
balance sheet for executive purposes than the credit rating of the 
customers and the valuation of inventories at cost or market which- 
ever is lower. As to inventories, there was in one of the cases 
cited the questionable sale value of the stock. In the other case, 
the sales policy was piling up a stock of the finished product of 
such a size that the greater part of it should be considered a frozen 
asset. 

The Excellent Pattern Co.: I call your attenton to the balance 
sheet of The Excellent Pattern Company which has been placed in 
your hands to show how misleading, particularly to the financial 
executive, a balance sheet may be when the accounts in the ledger 
are not properly classified. These are the actual amounts taken 
from recent working papers. The changes from the amounts “be- 
fore analysis” to those “after analysis” are the results of re-clas- 
sification only. There have been no changes introduced into this 
statement effected by unrecorded transactions, errors in amounts 
and like changes that the public accountant makes during an audit. 

This client does not make nor sell patterns. It was selected as 
offering a striking example of how a number of items in a balance 
sheet may be quite out of line with the information needed by the 
executive. 

I call your attention first to the item of “Loans and advances to 
stockholders and employees” which has been changed from a credit 
balance of $4,000.00 to a debit balance of $122,000.00, a change of 
more than $126,000.00. You will probably suspect that this amount 
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THE EXCELLENT PATTERN CO. 
Balance Sheet, June 30, 1929 
Before After 
ASSETS analysis analysis 
CurrENT ASSETS. 

Notes receivable and trade acceptances 677.72 677.72 
4,713.59 
Cash surrender value of insurance policies 69,104.50 69,104.50 
2,659,569.42 2,659,569.42 

$3,853,479.72 $3,731,051.93 
178,908.17 178,908.17 
GoopwiLL, TRADE-MARKS, etc. .......... 1,008, 100.00 1,008, 100.00 
Loans AND ADVANCES TO STOCKHOLDERS 
4,000.00* 122,371.13 
$5,745,237.73 $5,749,181.07 
LIABILITIES 
Current LIABILITIES: 
Foreign acceptances payable .......... — 348,845.54 
Advances against consigned merchan- 

Customers credit balances ............ —- 3,264.32 
Accrued commissions 25,027.82 
Reserve for taxes, etc. ...+.s.seeeees 12,743.70 12,743.70 

$1,863,274.01 $1,867,217.35 
Nores PAYABLE TO STOCKHOLDERS ...... 400,000.00 400,000.00 
Dericir at January 1, 1929...........- 328,318.17* 328,318.17* 
Net Income For Year To Date ....... ° 204,181.89 204,181.89 
$5,745,237.73 $5,749,181.07 


*Amounts in red. 
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was taken out of accounts receivable above, which shows a reduc- 
tion of a like amount. But, no. The $126,000.00 loans and ad- 
vances to stockholders and employees was found in the accounts 
payable ledger. 

The reason for that strange location is simple. It is a close cor- 
poration. In its more prosperous days the stockholders did not 
draw out the full amount of the dividends but left a part with the 
company as additional working capital. The dividends were 
credited to the stockholders who called for checks thereagainst as 
they needed funds. At that time the accounts were accounts pay- 
able. When the corporation fell into bad ways and was unable to 
pay dividends for a number of years, the stockholders, continued 
to ask for checks, even after their credit balances were exhausted, 
but the accounts remained in the payable ledger. 

You see that these accounts had the effect of reducing the ap- 
parent total amount of payables. They would have done so had 
there not been a compensating error in classification wholly un- 
related to the stockholders’ accounts of which I will speak later. 

Another item erroneously carried in the accounts payable ledger 
was a cash fund of some $1,400.00. The amount is small but the 
improper classification is not the less ridiculous for that reason. 
It was a true cash fund. A balance in bank. Of course, it was 
transferred to the cash account in the assets section. 

As the inclusion of loans to stockholders had the effect of un- 
derstating the payables, so was the amount of accounts receivable 
overstated. The corporation had a considerable foreign trade, 
largely on a cash-against- documents basis. When a shipment was 
made, a draft was drawn against the customers and discounted at 
the bank. The amount of the sale was charged in the accounts re- 
ceivable ledger, but the discounted draft was credited in the ac- 
counts payable ledger. This credit is the compensating error that 
I mentioned a few minutes ago. That the two items were about 
equal in amount was a coincidence only—they were wholly un- 
related transactions. 

The debit to accounts receivable for the foreign shipment and 
the credit to accounts payable for the discounted draft left the 
net position of the corporation correct, but net position does not 
help the financial executive. He needs details of actual amounts. 
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When the balance sheet is placed on his desk, not later than the 
tenth of the month, it should show receivables that will turn into 
cash in the sum of $813,329.53, not $941,909.60. 

The item of sundry debtors, $4,713.59, consisted of debit bal- 
ances in the accounts payable ledger. Very few of the concerns 
whose accounts fell under this caption were regularly creditors of 
the corporation. 

By this time, you will suspect that the accounts payable ledger 
was nothing better than a dumping ground. This is true. The 
accounts receivable ledger was posted on a bookkeeping machine, 
from sales only. The payables was hand posted. If there was a 
transaction, other than a sale, to be followed up for either collec- 
tion or payment, it went into the accounts payable ledger. That is 
handy enough for the bookkeeper, but the results as shown in the 
balance sheet do not help the financial executive. 

One more item on this exhibit, and we are through with it. An 
open account payable can be carried along when funds are low 
until the creditor presses for payment or threatens collection. The 
statement before analysis showed that a total of $671,000.00 might 
thus be deferred. After analysis, it is seen that nearly $350,000.00 
of that sum represents foreign acceptances—drafts drawn by 
foreign vendors and accepted by us for payment on stated dates. 
Here is a large sum that must be met at maturity with only $183,- 
000.00 in cash and payrolls and other factory expenses to be met 
out of collections from accounts receivable. Can the financial 
executive in such a situation dare to rely on less than a clear state- 
ment of actual facts? ; 

Financial Changes: The directors and executives of corpora- 
tions often ask “what has become of the profits we made last year”. 
The answer to this question, found in the changes in the balance 
sheet items during the year, is not only interesting and informative, 
but may at times serve as a check on a too-freely-spending ten- 
dency on the part of the directors. 

To prepare a statement of financial changes a condensed balance 
sheet is set up with the balances at the beginning and end of the 
year in adjoining columns, as in the statement of “The Advance 
Contractors” which you have. Only the major balance sheet clas- 
sifications are needd, as too much detail (particularly in the case 
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of unimportant items or relatively small changes) is apt to obscure 
the picture to be drawn. 

The increase or decrease in each item is then extended into a 
corresponding column. The total increases and decreases of assets 
and of liabilities should be brought down and proven, of course. 
I have omitted the totals in the copy you hold in order that you 
may pick up more readily the details of the changes. 

To analyze the changes, we start with the principle that a de- 
crease (liquidation) of an asset ordinarily means an increase in 
cash while an increase in the amount of an asset results from the 
disbursement of cash. Conversely, cash disbursements decrease 
liabilities while increases in the items on the liability side of the 
balance sheet attend increases in cash. 

With these principles in mind, we proceed to read the following 
story in the several increases and decreases: 

Funds were provided by: 
The net income for the year carried to surplus. . . .$1,588,705.44 
To which we add income earned but deferred 
pending the outcome of certain contingencies... 112,022.19 
And to which we also add back the increases in 
reserves for depreciation, etc., charged to income 
but which are not financial changes........... 373,787.50 


Making the total excess of cash received or to be 
received over the disbursements for the year’s 


$2,044.515.13 
To this sum we add: ‘ 
The amount paid on a mortgage we hold...... + 19,500.00 


Payments on account by affiliated corporations.. 79,365.74 
And the proceeds from the issuance of additional 


10,000.00 


as the additional amount of funds made available to the corpora- 
tion by the year’s operations. 
These funds were applied to: 
$ 985,038.00 
Acquire additional fixed assets................ 
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Increase our holdings of Boulder Dam notes....$ 534,202.30 
Purchase additional stocks and bonds.......... 4,950.00 
145,207.18 


as increased working capital, the excess of the reduction in cur- 
rent liabilities over the net reduction in current assets. 

The increase in working capital may be described in more detail 
thus : 


Increased prepayments 5,283.19 
$ 546,089.80 

Less: 
Decreased materials and supplies........... 6,809.52 


Decreased preparatory work on contracts... 244,315.48 
$ 400,882.62 


$ 145,207.18 

You may ask of what value is this to the comptroller or financial 
executive. I will answer first that anything that gives him a fuller 
or more intimate knowledge of the affairs of his corporation is of 
value to him. To take the case before us, I call your attention to 
the fact that the net income was $1,558,705.44 whereas only $985,- 
038.00 was distributed to the stockholders as dividends. Apparently 
there is yet nearly $600,000.00 available for further distribution. 

But is it available? Remember that the ordinary dividend is 
paid in cash. And we have noted heretofore that increases in as- 
sets also result from disbursements of cash. The sum of $483,- 
000.00 odd dollars was expended to acquire additional fixed as- 
sets. Is it also available for dividend purposes? 

If the Boulder Dam notes are long-term paper, then another 
$500,000.00 is not available for an early distribution to the stock- 
holders. 

We see, then, that if the working capital is not in excess of the 
amount needed for the operations of the corporation, nothing is 
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available to the stockholders from last year’s earnings—in fact, 
the disbursements have drawn on the funds that will be needed to 
replace the equipment and on the funds which were reserved for 
contingencies arising out of the operations of the year—the de- 
ferred income. 

You may ask, are not funds provided by previous year’s income 
available. Possibly; possibly not. The balance sheet does not dis- 
close that fact. It needs interpretation. The corporation had 
made correspondingly large acquisitions of fixed assets in prior 
years. The $2,000,000.00 of Boulder Dam notes are not dis- 
tributable at the balance sheet value. 

The standard form of balance sheet does not disclose what ap- 
propriations of surplus have been made other than for dividends. 
Many boards of directors could make their peace with stockhold- 
ers clamoring for dividends and possibly prevent themselves mak- 
ing an unwarranted distribution if the item of surplus in their bal- 
ance sheet were divided to show the amount that had been appro- 
priated by means of expenditures for fixed assets and the amount 
yet available for dividends. If their operations are expanding and 
additional working capital is required, a like sum should also be 
transferred to the appropriated surplus. 

Money on hand can be spent, but a proposed expenditure that is 
legitimate may not always be a wise one. Why not avail yourself 
of the safeguard of acquainting your stockholders as well as your 
directors that all the surplus is not available to them? 

I need not tell you that a stock dividend is a convenient form in 
which to distribute surplus and conserve funds. It can be charged 
to the appropriated surplus. 

Thus far we have been trying to interpret the balance sheet. 
Our conclusion might be that to be able to interpret it we must 
know the language in which it was written—if some expressions 
have been given a broader meaning than the accepted one. Even 
when prepared strictly in accordance with sound scientific principles 
or when thus interpreted, it has distinct limitations. It reflects 
only what has taken place in the past. It affords only a general idea 
of what must be done to better the financial position. In it one 
may see what changes are needful or desirable but not how to bring 
them about. 
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For that help, the financial executive must turn to the Profit and 
Loss statement. It is a composite picture of the transactions of the 
past. From it, one may project the future and see the several 
things that must be done, either to continue in the ways of the past 
or to enter upon new and possibly untried methods. 

I shall take up the discussion of the profit and loss account in a 
somewhat different manner from that used on the balance sheet. I 
shall assume no errors of classification, no overstatement nor under- 
statement of any detail. We will have under inspection a state- 
ment true in form and correct in detail, and will study it to see if 
it is a fit instrument for the use of the executive and if it is not per- 
fect what are its limitations. 

The profit and loss statement presenting only the aggregate 
amount of sales, of the cost of goods sold and of the selling and 
administration expenses is an admirable document to be read by 
the executive and to lead him to say, “We must have more sales. 
We must increase our margin of gross profit by cutting our costs. 
We must do business with less office and selling expenses”. 

Of what help is the statement in its ordinary form to the sales 
manager who has heard the executive’s order that the volume of 
sales must be increased? Will it tell him to which line or lines of 
product he should direct his attention in order to increase the 
volume? Will it tell him what territories are not taking the prod- 
uct that they have the capacity to absorb? Will it tell him which 
salesmen need assistance, more intensive training, possible replace- 
ment? 

Is the profit and loss statement from which the executive has 
thundered his orders an open book in which the factory manager 
can learn if the direct costs of certain articles or lines of product 
are higher than of similar goods Does it afford him a ready basis 
to study the overhead and see where economies may be effected? 

Does the profit and loss statement give the sales manager and the 
office manager the facilities to keep their expenses within the con- 
stantly lessening margin of profit so that some income may be left 
for the stockholders and for a bonus to the managers? 

You may answer that all this information is in the records of the 
business and the manager who will improve his department’s show- 
ing can readily have it compiled for him. I hope that is the case in 
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all the organizations which you represent. I have found it not to 
be the case in too many companies who need it. 

Granting that it is available, I yet assert that the profit and loss 
statement, properly prepared for the use of the managers of an 
enterprise, is the logical approach. Business has but one object, to 
make a profit. The financial statement is designed to show whether 
or not a profit has been made, and the amount of the gain or loss. 
If a loss has been sustained, or if the profit is inadequate, should 
not the statement show also the cause so that the condition can be 
corrected? The executive will explain a loss or small profit by 
saying that the gross profit yielded by the sales was too small in 
comparison with the selling and administration expenses. May it 
not be that the latter are too large? If the fault lies in the gross 
profit, is it because of an insufficient volume of sales or of exces- 
sive factory costs? 

I maintain that complete financial statements should be sub- 
mitted to the several managers of the business, in such form that 
each may see to what extent he is responsible for the results, good 
or bad, of past operations and where the weak points of his man- 
agement are. 


The Ideal Manufacturing Company 

I call your attention to the third statement you have in your 
hands, the income of The Ideal Manufacturing Company. This 
was prepared to show to a corporation that it did not have in its 
records in readily available form the data for proper management. 
It is submitted to you as the type of one of a series of statements 
which a business should be able to present to its managers, 

The statement shows the income derived from or through each 
of the branch offices as well as the main office of the corporation 
and the cost and expenses incurred by or apportioned to each. The 
amounts in the total column are those appearing in the regular 
profit and loss statement. 

This was prepared by public accountants to bring more forcibly 
to the attention of the management of the corporation the fact that 
they had not an adequate control over its affairs by reason of the 
lack of knowledge of its essential factors. It accumulated the ag- 
gregate of the sales at each office. It did not keep the details by 
lines and items. Inasmuch as the costs of the several lines were 
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not uniform, the exact cost of the goods sold at each office could 
not be calculated within the time available to the accountants. As- 
cordingly, the average percentage of cost for the year was applied 
to the sales of each office for the purpose of this statement. It is 
possible, of course, that the Atlanta, Pittsburgh and Kansas City 
offices may have sold a larger proportion of the more profitable 
lines and had actually earned a net profit instead of sustaining a 
loss as shown by the statement. But the management had not facts 
available to ascertain this. On the other hand, it might be that the 
other branches which show a profit may have been iacurring losses 
in certain lines which were offset by profits on other lines. It is 
equally important that such losses shall be corrected as well as the 
net loss of any branch. 

Administration, general and selling expenses were also appor- 
tioned to the several branches in the ratios of their respective net 
sales. This also was only a make-shift. These expenses need to 
be closely analyzed at the time they are recorded in order that a 
proper apportionment may be made. Some items can be charged 
directly to a branch, having been incurred in connection with its 
business. Others can be apportioned on the basis of the volume of 
business done or on the number of transactions. Other bases must 
be found for certain expenses. None are to be apportioned arbi- 
trarily nor is a uniform method to be applied to all. 

This distribution should of course be made at the time the trans- 
actions are recorded, if the useful data is to be available for the 
management. If it be left until the close of the year when ordi- 
narily a general survey of affairs is made it is doubtful if it will 
be adequately done or done at all unless conditions are so bad as to 
compel the executives to incure additional expense. 

The deficiencies in the statement of The Ideal Manufacturing 
Company are noted because their recital may be helpful to some of 
you who want to get more intimate information about the affairs 
of your business. Estimates and arbitrary apportionments may be 
a guide in approaching a problem to be solved, just as this state- 
ment disclosed that on the basis of the accepted method of account- 
ing certain of its branches were not profitable. In justice to them 
the main office should revise its methods of compiling information 
in order that exact data may be available from which to judge the 
efficiency of the several branches. 
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The deficiencies in this statement do not detract from its useful- 
ness to us. The form is one of several needed by the comptroller. 
Therefore, for the purpose of our further discussion we will assume 
that all the amounts set down in this statement are exact, the re- 
sults of an exact accounting. 

A statement in this form while presenting much useful informa- 
tion to the management is yet almost as inadequate for control 
purposes as are the details in the total column. However, it is an 
advance beyond the ordinary form in that it directs attention to 
certain features of the business which are not serving the purpose 
of the corporation, viz., to produce profits. It shows that the At- 
lanta, Pittsburgh and Kansas City branches were operated at a loss. 
It does not disclose why or how the losses were sustained. 

We will assume that the comptroller has not heretofore com- 
piled the most intimate information concerning the affairs of his 
business and that this statement represents his first effort to get 
facts which will enable him to increase the profits of his corpora- 
tion. It shows him that three of his branches are operating at a 
loss. One of his problems is to make those branches profitable. 
By so doing he will increase the total profit of the enterprise. The 
natural enquiry will be, is each territory and particularly each one 
that shows a loss absorbing our product to the extent of its capacity. 
This will be a subject for discussion with the sales manager who 
will probably ask for details of the business brought in by each 
salesman and from each customer. Accordingly, the comptroller 
will proceed to break down each office’s statement by salesmen, 
showing the volume of business done by each and the cost and ex- 
penses incurred or apportioned to each. Some details not appear- 
ing in the statement you hold should appear in the analysis by 
salesmen. For example, the first item should be gross sales from 
which are deducted returns and allowances, separately, bringing 
down net sales. The management should know who are over- 
selling their customers, shipping them goods not suited to their 
business or getting less than the regular selling prices. 

As we have already noted in our study of the analysis by 
branches, the expenses are not to be apportioned arbitrarily nor uni- 
formly in the analysis by salesmen. Some of the branch office ex- 
penses will have been incurred directly by the salesmen. These 
are commissions, traveling and incidentals, and some office ex- 
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penses. The items of salaries, rent and other office expenses will 
be apportioned on a basis which will be fair both to the salesmen 
and to the management. Such a basis must be ascertained for 
each item individually. You will see, then, that if the comptroller 
is just starting to analyze his business he may not be able to go on 
with his break-down by salesmen the first month because his ac- 
counts may not have been kept in such a manner as to give him the 
necessary information. Seeing the deficiencies in his accounting 
system, he will make the necessary revision in his records so that 
the next month he will be able to make the desired analysis. 


The administration, general and selling expenses apportioned to 
the branch by the main office must also be apportioned to each rep- 
resentative on an equitable basis. This applies as well to discount 
on some purchases, to other income less deductions from income 
and to federal tax on income. 

When the statement has thus been prepared, it will show just 
how profitable each salesman is. If the sales manager is wise, he 
will not follow up this presentation by replacing unprofitable men 
at once, but rather will undertake an educational campaign. For 
this purpose he may need information which does not appear in the 
analysis by branches and by salesmen. Before we take that up we 
will consider another analysis which the comptroller should make 
for each branch office, namely, an analysis of its income and ex- 
penses by customers. It is just as essential that the company know 
which of its customers is giving it unprofitable business as it is 
which of its salesmen is not producing income. 

This statement will follow closely the form of the analysis by 
salesmen. As a matter of fact it will usually be found helpful to 
break down each representative’s business, income and expenses 
by customers. For this purpose it may be found necessary to call 
for salesmen’s reports from which his expenses and time may be 
allocated to the several customers on whom he calls. An arbitrary 
apportionment will not serve. If the goods are delivered directly 
from ‘he branch, the branch office records should show at least any 
extraordinary expenses incurred in the transactions with the cus- 
tomers in order that they may be properly allocated. 

We have now gotten a very intimate picture of our business, 
first as a whole, second by branches, third by salesmen who produce 
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the business, and fourth by customers from whom our business is 
derived. What are we now to do to convert the loss that may be 
incurred in the business of any salesman or customer into a profit? 

I have suggested that a wise sales manager will enter upon a 
campaign of education rather than of discipline if he would change 
the loss on a salesman to a profit. A discussion of such an educa- 
tional program would lead us out of the field of accounting. Among 
the things that would have to be studied are the personality of the 
salesman, his fitness for the work and the quality of the effort 
which he puts forth to produce a good volume of business at a 
reasonable cost. It may also happen that the men are handicapped 
by having to handle lines of goods which cannot be profitable. If 
such be the case, the sales manager should know it, and for this 
knowledge he must come back again to the comptroller. 

The Ideal Manufacturing Company made four lines of goods, 
each in many sizes. In some territories, sales of two of the lines 
predominated, while the other two lines found a ready sale in all 
sections of the country. After studying the statement which you 
have been inspecting, the management was of the opinion that the 
losses of the Atlanta, Pittsburgh and Kansas City branches were 
caused by the lines of goods which they sold. Unfortunately it 
did not have all the facts to bear out that supposition. To put it- 
self in a position where it could go to its salesmen and charge them 
with the responsibility for loss, the employer must know that each 
line and item of goods yields a margin of gross profit which will 
more than absorb all of the expenses to be incurred in its sale, ship- 
ment, billing and collecting. Accordingly the profit and loss ac- 
count should be broken down by lines of goods and each line 
further broken down by styles and by sizes if necessary. Some 
comptrollers will make this analysis before they do that by branches 
and salesmen. It may not be necessary that every item of expense 
be charged to some line of product, for many expenses may well be 
incurred in the same amount whatever article is being sold. This 
will undoubtedly apply to the majority of administration and ac- 
counting expenses. However, careful thought should be given 
to warehousing and distribution expenses. In particular, due con- 
sideration should be given to an article of which the sales are rela- 
tively few, and yet which must be made in quantities ; such articles 
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being carried in stock for a considerable length of time should bear 
more than a normal proportion of warehousing and inventory ex- 
pense. In allocating administration and accounting expenses the 
quantity sold and the average of normal transactions must be kept 
in mind. 

It would be a grave error to charge the same amount of main 
office expense (billing, posting, collecting and administration) to 
each of two sizes of, say, a value the larger of which would be sold 
singly to a municipality for its water works, and the smaller 
shipped in carload lots to supply dealers. There is no more work 
attending the accounting for the sale of a carload of small items 
than there is in the accounting for the sale of a single article. 

No enterprise can expect to realize all the profit that it may make 
if it does not know that every line, every item, every territory, 
every salesman, every customer is yielding a profit. 

Accordingly, the book of accounts should be designed or the 
underlying statistical records compiled to give all of the details that 
are ordinarily set forth in a profit and loss account, not alone in 
the aggregate, but for each of the several lines and items of prod- 
uct, for each territory, for each branch, for each salesman, and for 
each customer. 

This does not mean that all of these voluminous profit and loss 
accounts are to be prepared every month but the details should be 
available so that if the compiling of any particular detail will as- 
sist the management in better directing the affairs of the corpora- 
tion, such profit and loss can be set forth readily. 

Thus it appears that even in accounting records “things are not 
always what they seem.” If then we are to make our accounting 
exact and our statements reflect conditions truly, many of us will 
have to delve into the underlying data to enable us to present a more 
detailed picture than we have drawn heretofore. In trying to do 
this, we shall need the cooperation of the manufacturing and sales 
departments. We shall meet with some resistance in thus widen- 
ing the scope of our work, more pronounced at the outset, and 
probably more especially in the sales department when it learns the 
reason for our strange activity. Too many salesmen are order 
takers only. They find it easier to take an order for an under- 
priced good article, whereas it is one of the objects of management 
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THE ADVANCE CONTRACTORS 
FINANCIAL CHANGES 
Assets: Dec. 31, 1928 Dec. 31, 1927 Increase Decrease 
$ 502,937.83 $ 652,695.45 $ $149,757.62 
Accounts and notes receivable .... 1,413,972.08  1,362,693.47 $1,278.61 
Materials and supplies .......... 25,759.61 32,569.13 en 6,809.52 
Preparatory work on contracts .... pe 244,315.48 «eee 244,315.48 
Total current assets ........ $2,016,479.65 $2,360,800.47 «s+- $344,320.82 
Boulder Dam notes .............. 2,075,578.87 1,541,376.57 $ 534,202.30 
Mortgage receivable ............ ‘ 45,000.00 64,500.00 anees 19,500.00 
Securities in escrow .............. 1,062,400.91 1,062,400.91 cove ease 
Affiliated corporation’s accounts 1,705.36 81,071.10 eone 79,365.74 
Stecks and bends .............. 283,466.17 278,516.17 4,950.00 sous 
Reserve for depreciation .........-. 3,462,945.48* 3,089,157.98"  373,787.50* 
$8,958,184.26 $8,752,022.63 
Liasiuitizs 
Current liabilities ............... $1,218,472.24 $1,708,000.24 ¢ .-+. $489,528.00 
4,925,556.00 4,915, 556. 00 10,000.00 
Surplus: 
Balance, December 31, 1927 2,128,466.39  2,128,466.39 
$8,958,184.26 $8,752,022.63 
Funds were provided by: 
To which add back 
Deferred income .............- 112,022.19 
Increase im reserves .......... 373,787.50 
$2,044,515.13 
Payment on mortgage .............- 19,500.00 
Payments by affiliated corporations 79,365.74 
Sale of capital stock .............. 10,000.00 
$2,153,380.87 
Funds were applied to 
Pay dividends $ 985,038.00 
Acquire additional "Fixed assets 483,983.39 
Boulder Dam notes ........ $34,202.30 
Stocks and bonds ............ 4,950.00 
Increase working capital: 
Reduced current liabilities ....... $489,528.00 
Reduced current assets .........- 344,320.82 145,207.18 
$2,153,380.87 
*Figures in red. 
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to secure a fair margin of profit on every line. However, coopera- 
tion can be secured and we make ourselves the more valuable in 
securing it. 

The breaking down of the customary records will be first in the 
nature of a venture—to disclose hidden conditions or to make clear 
half-truths. In this part of our work we will be like the explorer 
who ventures into the unknown but does not alawys find gold- 
bearing mountains, or like the oil-driller who often brings in a dry 
hole. When we do strike a rich vein or a gusher our work then 
will have a definite objective—to devise ways and means to re- 
cover the gold locked up in the quartz or to conserve the easily 
wasted liquid wealth, as the case may be. 

From time to time we will venture again into the unknown, keep- 
ing abreast of changing conditions, overcoming the inertia in the 
human makeup that terds to do work in the way it has always been 
done, detecting the slight variations in the nature of the daily 
transactions that foreshadow important developments—to be fos- 
tered if favorable, checked if adverse. 

With this wealth of possibilities before us, who dares say that 
our work is drab and uninteresting. 
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